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T

HIS BULLETIN deals with accounting problems arising under costplus-fixed-fee contracts, hereinafter referred to as CPFF contracts.1

SUMMARY STATEMENT
(1) Fees under CPFF contracts may be credited to income on the
basis of such measurement of partial performance as will reflect reasonably assured realization. One generally acceptable basis is delivery
of completed articles. The fees may also be accrued as they are billable,
under the terms of the agreement, unless such accrual is not reasonably
related to the proportionate performance of the aggregate work or services to be performed by the contractor from inception to completion.
(2) Where CPFF contracts involve the manufacture and delivery of
products, the aggregate amount of reimbursable costs and fee is ordinarily included in appropriate sales or other revenue accounts. Where
such contracts involve only services, or services and the supplemental
erection of facilities, only the fee should ordinarily be included in revenues.
(3) Unbilled costs and fee under such contracts are ordinarily receivables rather than advances or inventory, but should preferably be
shown separately from billed accounts receivable.
(4) Offsetting of government advances on CPFF contracts against
amounts due from the government on such contracts is permissible only
to the extent that such items may under the terms of the agreement
be offset in settlement, but a more desirable procedure in most cases
will be to offset the advance against the receivable only if that is the
treatment anticipated in the normal course of business transactions
under the contract. In case of offset, the amounts offset should be
adequately disclosed.
1
The discussion herein is subject to such modification as may be required under
censorship rules. See, for instance, statement of War Department, Bureau of Public
Relations, October 28, 1942.
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DISCUSSION
Procurement of war materiel is being extensively effected by the use
of CPFF contracts (a) for the manufacture and delivery of various
products, (b) for the construction of plants and other facilities and (c)
for management and other services. Under these agreements the contractors are reimbursed at frequent intervals for their expenditures and
in addition are paid a specified fixed fee. Payments on account of fee
(less 10% which is withheld until completion) are made from time to
time as specified in the agreement, usually subject to the approval of
the contracting officer. In most cases the amount of such payments is,
as a practical matter, determined by the ratio of expenditures made to
the total estimated expenditures rather than on the basis of deliveries
or on the percentage of completion otherwise determined.
The agreements provide that title to all material applicable thereto
vests in the government as soon as the contractor is reimbursed for his
expenditures or, in some cases, immediately upon its receipt by the contractor at his plant even though not yet paid for. The contractor has
a custodianship responsibility for these materials, but the government
has property accountability officers at the plant to safeguard government interests.
The contracts are subject to cancellation and termination by the government, in which event the contractor is entitled to reimbursement
for all expenditures made and an equitable portion of the fixed fee.
The government frequently makes advances of cash as a revolving
fund or against the final payments due under the agreement.
There are a large number of CPFF contracts now in effect. Additional
contracts are being made from time to time. The method of compensating the contractor and the financial and other relationships between
the contractor and the government under most of these contracts are
generally similar. It is manifestly desirable that the results of such
contracts should be reflected in the financial statements of contractors
with such degree of uniformity as may be practicable in view of the
terms of agreements or surrounding circumstances. The committee believes, therefore, that a research bulletin on this subject will serve a
useful purpose.
Major Accounting Problems
There are a number of basic accounting problems common to all
CPFF contracts. This bulletin deals with four problems which appear to
be the most important, as follows:
156
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(1) When should fees under such contracts be reflected in the contractor's income statement?
(2) What amounts are to be included in sales or revenue accounts?
(3) What is the proper balance-sheet classification of unbilled costs
and fee?
(4) What is the proper balance-sheet treatment of various items, debit
and credit, identified with CPFF contracts?
1. When should fees under such contracts be reflected in the contractor's
income statement?
This committee has heretofore stated that income is a realized gain
and in accounting it is recognized, recorded and stated in accordance
with certain principles as to time and amount;2 that profit is deemed
to be realized when a sale in the ordinary course of business is effected
unless the circumstances are such that the collection of the sales price is
not reasonably assured;3 that delivery of goods sold under contract is
normally regarded as the test of realization of profit or loss.4
In the case of manufacturing, construction or service contracts, profits
are not ordinarily recognized until the right to full payment has become unconditional, i.e., when the product has been delivered and
accepted, when the facilities are completed and accepted, or when the
services have been fully and satisfactorily rendered. This accounting
procedure has stood the test of experience and should not be departed
from except for cogent reasons.
It is, however, a generally accepted accounting procedure to accrue
revenues under certain types of contracts, and thereby recognize profits,
on the basis of partial performance, where the circumstances are such
that aggregate profit can be estimated with reasonable accuracy and
ultimate realization is reasonably assured. Particularly where the performance of a contract requires a substantial period of time from inception to completion, there is ample precedent for pro rata recognition
of profit as the work progresses, if the total profit and the ratio of performance to date to complete performance can be reasonably computed
and collection is reasonably assured. Depending upon the circumstances
such partial performance may be established by deliveries, expenditures
or percentage of completion otherwise determined. This rule is frequently applied to long-term construction and other similar contracts;
it is also applied in the case of contracts involving deliveries in installments or the performance of services. However, the rule should be dealt
2

Accounting Research Bulletin No. 11.3
4
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with cautiously and not applied in the case of partial deliveries and
uncompleted contracts, where the information available does not clearly
indicate that a partial profit has been realized after making provision
for possible losses and contingencies.
CPFF contracts fall within the basic principles of both the foregoing
procedures, and have characteristics of both. The risk of loss is practically negligible, the total profit is definite, and the contractor is performing his obligations since, even on cancellation, pro rata profit is still
assured. CPFF contracts are quite like the type of contracts upon which
profit has heretofore been recognized on partial performance, and accordingly have at least as much justification for accrual of fee before final
delivery as those cited.
The basic problem in dealing with CPFF contracts is the measure
of partial performance, i.e., whether revenues thereunder should be
accrued under the established rules as to partial deliveries or percentage of completion otherwise determined, or whether, in view of their
peculiar terms with respect to part payments, the objective determination of amounts billable by continuous government approval, and the
minimum of risk carried by the contractor, the fee should be accrued as
it is billable.
Ordinarily it is permissible to accrue the fee as it becomes billable.
The outstanding characteristic of CPFF contracts is reimbursement for
all proper costs and the payment of a fixed fee for the contractor's
efforts. Delivery of the finished product may not have its usual legal
significance because title passes to the government prior thereto and
the contractor's right to partial payment becomes unconditional in advance thereof; deliveries are not necessarily, under the terms of the
agreement, evidence of the progress of the work or the contractor's performance. Amounts billable indicate reasonably assured realization, subject to renegotiation,5 because of the absence of a credit problem and
minimum risk of loss involved. The fee appears to be earned when
allowable costs are incurred or paid and the fee is billable. Finally,
accrual on the basis of amounts billable is ordinarily not a departure
from existing rules of accrual on the basis of partial performance, but
rather a distinctive application of the rule for determining percentage of
completion.
While it is permissible to accrue the fee as it becomes billable,
judgment must be exercised, in the circumstances of each case, as to
whether such method of accrual is preferable to those of the usual rules
of delivery or of percentage of completion otherwise determined. While
5

Accounting Research Bulletin No. 15.
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the approval of the government as to amounts billable would ordinarily be regarded as objective evidence, factors may exist which suggest an earlier or later accrual. Such factors would include the indications
of substantial difference between the estimated and final cost so that
available data should be examined; preparatory or tooling-up costs may
have been much more than estimated; raw material needs may have
been greatly and unduly anticipated by advance purchases, or delays
in delivery schedules or other evidence may suggest that costs are
exceeding estimates. While such factors are normally considered by
the government and in case of serious doubt, billings for fees may be
temporarily adjusted to safeguard against too early proportionate payment, consideration of such factors of doubt cannot be left entirely to
the government, particularly when any substantial lag exists between
expenditures and billings and audit thereof. In such cases, the presumption may be that the fee will not be found to be billable, when presented,
and conservatism in accrual will be necessary. In some cases, excess costs
may be indicated to such an extent that accrual of fee before actual
production would appear unwise. In such cases the usual rule of deliveries or percentage of completion may be a more appropriate method
of accruing fees.
There are further questions as to whether the fee may be accrued as
it is billed rather than as it becomes billable and whether accrual
should be on the basis of the full fee or 90% thereof. As to the first
question, it seems obvious that when accrual in relation to expenditures is otherwise suitable, it should be on the basis of amounts billable
since delays in billing, largely due to the clerical processes involved,
should not affect the income statement. As to the second question,
accrual on the basis of 100% of the fee is ordinarily preferable since,
while the payment of the balance depends on complete performance,
such completion is to be expected under ordinary circumstances. Care
must be exercised, of course, to provide for possible non-realization where
there is doubt as to the collection of claimed costs or of fee thereon.
2. What amounts are to be included in sales or revenue accounts?
This problem is whether sales or revenue as reported in the income
statement should include reimbursable costs and the fee, or the fee alone.
To a great extent the answer to this question depends upon the terms
of the contract and upon judgment as to which method gives the more
useful information.
Some CPFF contracts are obviously service contracts, under which
the contractor acts solely in an agency capacity, whether in the erection of facilities or the management of operations. These would appear
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to call for inclusion in the income statement of the fee alone. In the
case of supply contracts, however, the contractor is more than an agent.
For instance, he is responsible to creditors for materials and services
purchased; he is responsible to employees for salaries and wages; he
uses his own facilities in carrying out his agreement; his position in many
respects is that of an ordinary principal. In view of these facts, and the
desirability of indicating the volume of his activities, it would appear
desirable to include reimbursable costs in sales or revenues during the
accounting period in which the fee is reflected in the income statement.

3. What is the proper balance-sheet classification of unbilled costs and feet
The principal reason for unbilled costs at any date is the time usually
required, after the receipt of material or the incurring of expenditure
for labor, etc., for assembly of the data for billing. The right to bill
usually exists upon expenditure or accrual, and that right is unquestionably a receivable rather than an advance or inventory. Nevertheless,
there is some difference in character between billed items and unbilled
costs and a distinction should be made between them on the balance
sheet.

4. What is the proper balance-sheet treatment of various items, debit and
credit, identified with CPFF contracts?
In statements of current assets and liabilities, amounts due to and
from the same person are ordinarily offset where, under the law, they
may be offset in the process of settlement, i.e., collection or payment.
On the other hand, advances received on contracts are usually shown
as liabilities unless the amounts are definitely regarded as payments
on account of contract work in progress, in which event they are often
shown as a deduction from the related asset. The question is therefore
presented whether various items, debit and credit, identified with CPFF
contracts may be offset where the same person, the government, is the
debtor and creditor in each case. Clearly, under the practice of offsetting accounts due to and from the same person, the advance by the
government on a CPFF contract may properly be offset against the
amount due from the government on that contract. On the other hand,
the funds received through the advance usually constitute a revolving
fund, and it is not until performance of the latter part of the contract
that the advance becomes a partial payment. In such circumstances, it
would seem to be a more desirable procedure in most cases to follow
the normal course of the business transaction and to offset the advance
160

Accounting

Under Cost-Plus-Fixed-Fee

Contracts

against the account only when that is the anticipated business treatment
In any case, amounts offset should be clearly disclosed.
The statement entitled "Accounting Under Cost-PlusFixed-Fee Contracts" was adopted by the assenting votes
of twenty members of the committee. One member did
not vote.
NOTES
1. Accounting Research Bulletins represent the considered
opinion of at least two-thirds of the members of the committee
on accounting procedure, reached on a formal vote after examination of the subject matter by the committee and the research
department. Except in cases in which formal adoption by the
Institute membership has been asked and secured, the authority
of the bulletins rests upon the general acceptability of opinions
so reached. (See Report of Committee on Accounting Procedure
to Council, dated September 18, 1939.)
2. Recommendations of the committee are not intended to be
retroactive, nor applicable to immaterial items. (See Bulletin
No. 1, page 3.)
3. It is recognized also that any general rules may be subject
to exception; it is felt, however, that the burden of justifying
departure from accepted procedures must be assumed by those
who adopt other treatment. (See Bulletin No. 1 page 3.)
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